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HANDLING GROWTH, 
EXPANSION, AND DOWNSIZING 


Preface There are only two things that can destroy a 
business—failure and success!! 


Most contractors fully appreciate the impact of possible 
“failures”—such as the failure to generate new business, perform 
work on time and budget, control internal costs, etc. These are 
clearly recognized. However, often underestimated, are the 
dangers of success. 


If you go back ten or twenty years and look at a listing of the top 
firms in an industry and compare this ranking with a current one, 
you will find that many of the companies that made the earlier 
list no longer appear. True, some were sold or merged with other 
organizations. However, a large number of them are no longer 
in business because they either failed to handle success (i.e. 
growth and expansion) or failed to respond to short-term 
downturns in the marketplace (i.e. downsizing). 


The purpose of this manual is to: 


Alert SMACNA members to the importance of “right sizing” their 
business (i.e. adjusting to the changes in the market place by 
either effectively handling growth and expansion during 
favorable times or “downsizing” their operations when economic 
conditions are weak, and 


Highlight the steps that they can/should take to ensure that their 
organization moves ahead successfully in a manner which is 
compatible both with management's objectives and the 
company’s resources. 
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Chapter 1 


The Critical 
Stages of 
Growth 


Introduction 

Companies are dynamic organizations. They are forever changing. 
Furthermore, the world around them continually changes, And, as 
anybody who has started a firm and built it into a large operation 
will undoubtedly observe, companies go through a number of 
distinctly different phases or stages of growth. 


Why is it important to recognize this fact? It is important for two 
reasons: 


1. Each stage in the development and growth of a firm is 
associated with unique problems and pressures, and 


2. Failure to prepare the firm for the transition from one stage 
to the next can be fatal. 


Too often, contractors are very successful at a specific size or 
level of operation. If they were able to remain at this level, they 


would most probably continue to prosper for many years to 


come. However, it is very difficult (and essentially impossible) 
to stand still. Opportunities arise and, before management really 
appreciates what has happened, the company has moved on to 
the next stage of development. Unfortunately, in many cases, the 
organization itself (i.e. its people, skills and capabilities) have 
not changed. There is, therefore, an inconsistency between what 
the company is trying to achieve and what it is capable of 
achieving. Too often, this inconsistency can be disastrous!! 


The Major Stages of Organizational Growth 

Eric G. Flamholtz, in his excellent book on the growing pains of 
companies,* characterized the three major stages of 
organizational growth as follows: 


* Eric G. Flamholtz, Growing Pains: How To Make the Transition from an 
Entrepreneurship to a Professionally Managed Firm, Jossey-Bass Publishers, 
1990, Page 33. 


Now, these transitions points aren’t precise and they are not 
meant to suggest that, at exactly $1 million in revenues, a 
company automatically makes the transition from being a new 
venture to an expansion or that, at $10 million, the next transition 
occurs. These are somewhat arbitrary levels derived from 
experiences with different types of companies.* Some firms may 
face these pressures well in advance of the stated level and 
another considerably later—depending upon the nature and 
complexity of the specific business. As a generalization, 
however, problems and pressures begin to arise as a firm 
approaches these levels of operation. 


From the point of view of understanding what happens to-a 
contracting firm as it moves from stage to stage and approaches 
each of these transitions, Flamholtz’ model provides a useful 
starting point. 


Stage I—New Venture 

This initial stage of a business runs from the formation of the 
organization through approximately $1 million in annual sales. 
It is an extremely difficult time. The typical company has very 
limited resources (both financial and personnel) and, usually, no 
backlog of business. It is the fortunate contractor indeed which 
Starts with a substantial, long-term project. 


The primary focus of most companies in this stage is: survival. 
And, in order to survive, it has to generate business. Thus, much 
of the effort of the owner(s) is devoted to identifying potential 
customers (any customers) and to establishing its own unique 
place or niche in the marketplace. Upon obtaining a project, 
however, the emphasis switches over from sales to production. 
Now, the task becomes that of actually performing the required 
work. 


And this highlights one of the major problems facing all new 
ventures, namely: the conflict between completing the current 
project and identifying and marketing for the next one. Since 
cash flow is usually a severe problem, personnel are hired only 


* It is important to note that these transition points were derived primarily 
from working with manufacturing companies and one would expect some 
differences between industries. The general analysis, however, remains 
valid. 
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when the situation becomes critical . . . and then normally in a 
production role. Supporting activities, such as secretarial and 
bookkeeping, are generally performed by the owner (or a close 
relative) on a stopgap basis. 


Some comments and observations about this stage of a firm’s 
development are given in Example I: 


Stage I is a rough time for virtually all contractors or other start-up 
businesses. However, in one sense, the problems are reasonably 
straightforward and clear cut. If you don't grow, the firm goes under'! 


Stage II—Expansion 


For most firms, Stage II begins at about $1 million in sales and 
extends to the $10 million level. The firm has managed to survive 
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the initial start-up traumas and has usually reached the stage where 
it is operating profitably and has some cash reserves. More 
importantly, it has generally built up a visibility and reputation in 
the local marketplace and has learned how to compete. Potential 
customers now know who the company is and what it can do. 


To a very large extent, the problems and pressures which occur 
during this stage depend upon the rate of expansion. If the 
company grows by a rate of only five or ten percent each year 
then it is far less likely to experience severe problems . . . and 
many would argue that a company which only grows at this rate 
(either by choice or as a result of market conditions) is a fortunate 
one. However, more often than not, the growing skills, visibility, 
and reputation of the company result in rapid growth... and 
rapid growth brings a rapid escalation of problems. 


During this stage, the organizational resources become stretched 
to the limit. When, instead of just one or two small projects, the 
company obtains two medium-sized and one large one, the 
magnitude of the problems grow exponentially. The demand for 
people—both foreman/workers and supporting personnel— 
increase on a daily basis. Whereas, the company had two foremen, 
ten journeymen and apprentices, one secretary and a bookkeeper 
just a month or so before, it now needs four foremen, twenty-eight 
journeymen and apprentices, two and a half secretaries and two 
bookkeepers just to keep up with the demands. 


However, problems arise not only in terms of personnel but also 
in terms of facilities and operating systems. The company 
discovers that, as a result of its growth, it needs additional office 
space, a larger fabrication area, more yard space, etc. It needs 
new equipment—ranging from another typewriter or computer 
to another set of welding units. It needs another truck, etc., etc. 
And it needed them yesterday!! 


Furthermore, the operational systems which worked well just a 
few months before seem out of control. Field reports begin to 
pile up because nobody has time to handle them. Vendor bills 
are left unpaid. Invoices are not sent to customers. Meetings are 
not held on schedule. Hiring of personnel is delayed. The 
company’s new business development program is put on hold. 
And the list goes on .. . everybody is under stress and, too often, 
begin to make mistakes. 
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As Flamholtz observed, “this is the stage where the horror stories 
begin to accumulate.”* Some typical contractor comments 
relating to this stage are given in Example II. 


* Ibid., page 37. 
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Stage Ill—Professionalism 
As Flamholtz points out: 


Somewhere during the period of explosive growth 
that characterizes stage Il, senior management 
realizes (or ought to realize) that a need for 
qualitative change in the firm is arising. The 
company cannot merely add people, money, 
equipment, and space to cope with its growth; tt 
must undergo a transition or metamorphosis and 
become asomewhat different type of organization.* 


Stages I and II are highly entrepreneurial in nature. While the 
company may have functioned in a very informal manner and 
been successful! to this point in time, top management (of the 
average contracting firm) eventually recognizes that “things have 
to change”. The size of the organization makes it impossible to 
continue (successfully) as an informal and unstructured entity. 


Plans, policies and procedures have to be developed, 
implemented and followed. Top management has to recognize 
that it can no longer continue to grow without (a) appropriate 
long range plans and budgets, (b) effective day-to-day control of 
its operations, (c) an ongoing and systematic new business 
development program, and (d) the involvement of a growing 
number of skilled personnel who know exactly what their role 
is and are involved in the long term future of the company, etc.** 


The transition from Stage II to Stage III is probably the most 
difficult for the average contracting firm because Stage III 
requires managers with a different set of skills and capabilities. 
Up to the end of Stage II, the owner(s)/manager can function 
largely ina hands-on manner and be involved in day- to-day 


* Ibid., page 40. 


** This is especially true of family-owned firms where key decisions have been 
made by family members. As the company grows, its continued success 
depends more and more on the active involvement and motivation of an 
increasing number of non-family employees. During Stage III, there has to 
be a transition in power (if not necessarily incorporating ownership) from 
the family to the new management team. 
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problems and issues. However, as the company grows, he/she has 
to become more and more a director of others . . . and thus 
inevitably becomes increasingly separated from the operational 
details. Many owners/managers never effectively adapt to the 
new situation. Many fail to develop the necessary skills and, as 
result, the firm experiences severe growing pains. 


Some typical comments made by contractors with regard to the 
problems of stage III are given in Example III: 


Conclusion 

It is not unusual to come across a company that has, over a 
number of years, increased its revenues tenfold and seen its net 
profit after tax decline. Conceptually, this doesn’t make sense 
and one has to ask the question: why? 


The answer lies in the fact that, for a firm to successfully move 
from Stage I through to Stage III (i.e. effectively handle its growth 
and expansion), management has to fully understand and 
appreciate what happens to an organization as its size and 
revenues increase. The nature of the business (and the way in 
which it has to be managed) change dramatically. Furthermore, 
the management needs of the company change . . . requiring very 
different skills and capabilities. 


There is a tendency (because of the pressures of daily 
operations) to assume that methods and approaches which were 
highly effective yesterday will be equally applicable tomorrow . 
. . and, too often, this proves to be untrue. Business and the 
business environment are continually changing and companies, 
if they are to be successful, have to evolve to meet the new 
challenges. 


Chapter 2 introduction 
There are two fundamental areas in which contractors (which 
z : are growing and expanding) experience problems. These can be 
O rg ani zat iona l described as organizational (i.e. relating to the management and 
H H direction of the company) and project-related (i.e. a function of 
G rowin g P ains the selection and handling of projects). 


Managers of firms which have successfully made the transition 
from Stage I to Stage III (as described in the previous chapter) 
will invariably point out that the former is by far the more 
important (i.e. that their problems have stemmed from internal 
or company-related organizational problems rather than being 
project-related).* 


The major growing pains experienced by contractors generally 
fall into one of five broad categories: 
Failure to plan for tomorrow. 


2. Ineffective hiring, handling and development of 
personnel. 


3. Inadequate financial planning. 
á. Lack of marketing and new business development. 
5. Ineffective internal communications. 


All five are vitally important (although each firm will have 
experienced them to differing degrees) . . . and thus it makes 
sense to look at each of them in turn: 


Failure To Plan for Tomorrow 


If you don’t know where you are going, virtually 
any strong wind will get you there 


Planning is critically important in any endeavor. A business has 
to have a sense of where it is going . . . and how it is going to get 
there. Sometimes, this involves looking three or five years into 


* This probably gives a somewhat false impression since, while internal or 
organizational problems can be extremely frustrating, they do not normally have 
the potential to put the firm out of business. By contrast, the project-related 
problems can have that impact . . . and firms which have fallen badly into this 
latter trap may no longer be around to provide advice and insights. 
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the future . . . and, at other times, it means trying to decide how 
to reach the end of the month!! 


Unfortunately, the skills of the vast majority of individuals starting 
a contracting business are functional. They start the business 
because they believe they have the ability to perform a specific task 
or provide a unique capability (i.e. they can do the job). Few 
individuals start a business with an emphasis on planning and those 
who do are usually rapidly swamped by the day-to-day activities 
and problems. This is particularly true in Stage I and the early part 
of Stage II when the average owner/manager wears many hats and 
resources are short. As a result, planning is either ignored or 
covered in a very superficial manner. 


Among some of the comments made by contractors (with regard 
to the importance of planning) are those quoted in Example IV. 


There are two key aspects of planning—long range or strategic 
planning and short-term planning—and both are important if a 
company is to grow successfully and thus avoid the critical 
growing pains. 


Long range or strategic planning 
Sometimes, these terms tend to frighten owners and managers. 
Their views can often be summarized by the phrase: 


How can I tell what is going to happen in three 
years time? I don't know what ts going to happen 
tomorrow! — l 


T 
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Very true. If we could predict the future with any accuracy, many 
of us would be in different businesses. But this misses the point 
of long range planning. It is not a question of what is going to 
happen so much as what you would like to see occur. 


Each owner or manager must have a “vision’—a picture in 
his/her head as to what the business would, ideally, look like at 
the end of, say, three or five years. Why? The answer can best 
be illustrated by an example—given below as Example V. 


Long range planning is important at each stage of the company’s 
development. At the startup or new venture stage of the company 
(Stage I), there should be a three or five year plan laying out its 
broad goals and objectives. Many business people make such a 
plan... and then promptly forget about it!! Before a business 
opens its doors, there is plenty of time for planning. Once the 
telephone is ringing and problems are arising, it is easy to put it 
aside, This can be a fatal mistake. 


It is also vitally important during the expansion stage of the 
business (Stage II). Every few months, time has to be set aside to 
review what the company is doing relative to its game plan. And, 
once the company reaches the professionalism stage (Stage IID, 
it continues to be important because the sheer size of the 
operation makes day-to-day management by key individuals all 
but impossible . . . and it becomes essential to utilize planning 
as a means of bringing the management team together and 
ensuring that all elements of the company are working towards 
the same goals. 


Short-term planning 

Short-term planning normally covers a one to three month period 
... and can focus on a number of different areas—personnel, 
financial, marketing, etc. (which are covered later in this chapter) 
and project planning (see Chapter 3). The important point here 
is that the company, through its shortterm planning, prepares for 
situations and problems before it finds itself in the middle of 
them. Example VI illustrates this point. 


Overall, the successful contractor is one which recognizes the need 
to plan for tomorrow and follows the recommendations given below: 
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Ineffective Hirlng, Development 
and Motivation of Personnel 


This is essentially a people business. Without a 
good and conscientious work force, you're dead!! 


Of all the organizational growing pains, the one most frequently 
stated as a major problem is that of dealing with personnel .. . 
and Example VII summarizes some typical comments made by 
contractors with respect to this area. 


Ensuring that the firm has the necessary personnel is, as indicated 
earlier, a function of planning. However, it is also dependent 
upon effective hiring, development, and motivation of those 
individuals who are available to work for the firm. 


Hiring of quality personnel 

Too often, the hiring of personnel is done on the “warm body” 
principle. There is a gap in the organization . . . and thus an effort 
is made to hire somebody . . . anybody!! Quite often, this stop 
gap hiring is inevitable as additional business is generated. The 
problem is that this can be compared to putting a Band-Aid on a 
cut. It solves the problem but may only be a short-term remedy. 
It doesn’t address the underlying issue. 
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The successful firms (in the long run) are those that look at hiring 
as part of an overall program of corporate personnel 
development. They try to avoid having to respond to crises by 
hiring on an ongoing basis so that they always have one or more 
individuals “on the bench” ready to step in when needed. 
Furthermore, they look at each hire not only in terms of his/her 
ability to perform the immediate job but also in terms of their 
potential for advancement as a result of additional in-house 
training and experience building. 


These strategies are highlighted in some of the comments given 
in Example VIII. 


Unionized firms have a special problem in that they rely on the 
local hiring hall for the majority of their field personnel and the 
quality can vary dramatically—especially when the local 
economy is strong and all firms are seeking to add personnel. 
Here again, successful firms employ a number of different 
Strategies—as indicated in Example IX. 
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Developing personnel 

Given the overall shortage of personnel entering the contracting 
business, it is vitally important that a company make the most of 
those it does attract and the successful firms are those which not 
only look at new hires in terms of their potential but actively and 
aggressively develop their capabilities. 


As a firm moves through a period of expansion, it needs a 
growing number of skilled personnel and, in reality, it only has 
two choices. It can either rely on hiring an individual from 
another firm in the industry or it can develop its internal 
resources. Going outside the company has advantages in that 
new individuals usually bring skills and expertise not normally 
available and will thus be an incremental resource (i.e. will be in 
addition to the existing work force). 


On the other hand, a search for a skilled individual can be time 
consuming (taking three or six months or even longer before 
they are in place). Furthermore, in addition to the actual cost of 
the search, it may take the new hire many months before they 
become familiar with the company’s systems and procedures and 
thus are fully “up to speed.” 
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Some comments, made by highly successful firms on the effective 
development of internal personnel, are summarized in Example X. 


Motivating employees 

Many firms have a number of excellent people at all levels of the 
organization but their productivity is low relative to their potential. 
The problem is that they are just not motivated. They perform their 
jobs and, in exchange, they get paid. By contrast, firms which 
handle growth and expansion well are generally those which are 
able to generate the maximum productivity from their personnel at 
all times. When the demands on individuals are increasing, these 
companies can call on their people for even greater efforts. They 
aren't forced to immediately hire additional personnel. 


17 


What makes the difference? The difference lies in motivation. 
The successful companies are those that identify the 
fundamental interests and desires of their personnel and provide 
appropriate incentives which encourage them to perform above 
their normal levels. Some of the techniques used by leading firms 
are summarized in Example XI. 


Among the steps taken by successful and growing 
contractors—with respect to the hiring, developing and 
motivating of personnel—are those summarized below in 
Recommendations II. 
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Inadequate Financial Planning 


The key is remembering that it isn’t the money 
you have in the middle of the game that’s 
important as how much you have left at the end 


Contractors experience financial pressures irrespective of the stage 
of growth. Some of these problems, such as generating adequate 
cash flow to cover the ongoing costs, can surface almost 
immediately with the formation of the company and can continue 
to plague management for many years to come . . . .with only the 
magnitude or severity of the problem changing as the company 
grows. Other financial issues or problems may arise at certain 
points in time and, after resolution, disappear for a number of years 
before reappearing and once again becoming a critical issue. 


The five major financially-related danger areas (which can 
dramatically impact a firm’s ability to grow and expand) are those 
associated with (a) cash flow planning and the control of 
accounts receivable, (b) the implementation of accounting 
systems and procedures, (c) the development of operating and 
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capital budgets, (d) controlling corporate overhead expenses, 
and (e) maintaining adequate bonding capacity. Each of these is 
important because failure to handle them in an appropriate and 
timely manner may severely limit the firm’s ability to move 
through the growth stages. 


Cash flow planning and control of accounts receivable 
Strange as it may seem, even a highly profitable and growing firm 
may well find itself on the rocks because of cash flow problems. 
Even though the company has a satisfactory number of existing 
projects and a substantial backlog of business, it may not be 
able—in the short run—to generate the necessary cash flow to 
cover its operating expenses. 


This problem which arises for two basic reasons, namely: lack of 
cash flow planning and failure to maintain control of the firm’s 
accounts receivable, is illustrated in Example XII. 


The implementation of accounting systems and procedures 
Most contractors start out with a relatively simple and informal 
accounting system since there are usually a limited number of 
customers, vendors, employees, etc. and thus the number of 
transactions and entries tends to be manageable. However, as 
the company increases in size so does the amount of paperwork 
and the problem can become acute and the firm can very easily 
find itself with an accounting system which is no longer capable 
of meeting its needs. 


What are its needs? An accounting system is a means of providing 
information as to where the company stands with regard to its 
business operations. If the firm’s systems and procedures no 
longer provide management with timely and accurate 
information on its accounts payables, accounts receivables, and 
the profitability of the ongoing projects then it needs to be 
revamped, 


One of the key points to recognize is that a company may utilize 
a number of different accounting systems with each working well 
at different stages of the company’s growth. This point is 
illustrated in Example XIII. 
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Development of operating and capital budgets 

Failure to develop appropriate annual budgets (both operating 
and capital) can be another potential cause of disaster for a 
growing contractor. Too often, budgeting is regarded as being 
either something that is handled by the accounting staff 
(independent of the operating personnel) or as an exercise to be 
completed as rapidly as possible with a minimum of effort. Little 
could be further from the truth. Budgeting, as indicated in 
Example XIV, is a vitally important activity. 
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Controlling corporate overhead expenses 

It is very easy, when a company is going through a period of 
growth and expansion for a firm's corporate overhead to far out 
run the rate of growth of all other expenses. This is particularly 
true if (a) the firm has experienced rough times for a number of 
years or (b) is a family-owned firm. There is a built-up pressure 
to enjoy the “good times” while they last! 


There are numerous ways in which the corporate overhead 
creeps up. Substantial bonuses are paid. Additional corporate 
(and nonrevenue producing) personnel are hired. Management 
decides to lease new and expensive office space and/or replace 
the aging company cars with something a little more luxurious. 
The entertainment budget goes through the roof as tickets are 
purchased for sporting events. Everybody seems to be scheduled 
for at least one if not two seminars to be held in locations with 
either outstanding beaches or first rate snow. 
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Per se, there is nothing wrong with any of these expenditures. 
However, the underlying problem is that expenditures 
implemented during favorable times are often very difficult to 
reduce or eliminate when business turns down. They become 
fixed expenses!! People’s expectations are raised and you have 
the situation described in Example XV. 


Maintaining adequate bonding capacity 

As a company grows from stage I through stage III, its bonding 
requirements also increase. Failure to maintain an adequate line 
may well limit the firms ability to take on new and additional 
projects. This point is made very clearly in the Example XVI. 
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Recommendations HI summarizes some of the key steps a 
contractor can take to get on top of the accounting and financial 
planning issues. 


Lack of Marketing 
and New Business Development 


Completed projects are past business. You have to 
continually market your services and develop 
new business opportunities. 


New business development (or, more accurately, the lack of it) 
can represent one of the major growing pains for a contractor. 
In Stage I of the organizational growth, not only does the firm 
need to generate relatively few additional projects each year to 
maintain its volume but it can also be handled directly by the 
owner or manager. 


Unfortunately, the larger the company becomes (i.e. as it moves 
through Stages II and III), the greater the need to generate both 
more and larger projects. At the same time, the owner or manager 
is becoming increasingly involved in handling a wide range of 
complex problems . . . and thus has less time to focus on 
marketing the company’s services and capabilities. As a result, 
new business development is either pushed to one side or passed 
on to divisional or departmental managers who, in many cases, 
are neither trained as marketers nor have the time to devote to 
calling on potential clients. Example XVII illustrates the sorts of 
problems that many contractors face at one stage or other of their 
development. 


The key to effective marketing and new business development 
is that management (a) recognize the importance of the activity 
to the future “health” of the company, (b) determine who (either 
from within the current organization or through hiring from 
outside the company) is going to be fully responsible for taking 
the lead in this area, and (c) develop and implement a systematic 
and ongoing program. 


This last point is critical. Successful firms are those which have 
a clearly developed game plan and implement it on a consistent 
and systematic basis. Marketing and new business development 
are not activities which can be turned on and off like a light 
switch. They have to be an integral part of the company’s 
operations and, as it grows and expands, the function becomes 
increasingly important. 
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In order for a contractor to grow successfully through each of the 
stages of growth, it has to market its services and continually 
develop new business. Some keys to this activity are summarized 
in Recommendations IV. 


Effective Internal Communications 


A successful firm is one in which communications 
flow effectively both from top to bottom and vice 
versa. 


One of the inevitable penalties of growth and expansion is that 
the level of internal communications invariably declines . . . for 
obvious reasons. In a small Stage I company, everybody shares 
the same office space and sees each other on a daily basis. Good 
communications are relatively easy to maintain. 


However, by the time the typical contractor reaches Stage III, the 
Situation is very different. Project personnel can be spread over 
a wide geographic area and may never see each other for months 
on end. Even supporting personnel are now working in clearly 
delineated departments—possibly on different floors of a 
building or even at different locations. They may not have an 
occasion to interact with each other with any frequency. 
Example XVIII gives an example of the sort of problems that 
arise. 


The key to effective communications is determining what needs 
to be communicated and how the transfer of information will 
occur. Many items can be summarized in the form of a memo. 
Others require a face-to-face meeting. If, for example, it is vitally 
important that the firm’s project managers get together with the 
vice president for marketing at least once a month then a meeting 
must be regularly scheduled . . . and top management must take 
responsibility for ensuring not only that they do occur but that 
they are effective. 


Good and consistent communications are critically important in 
firms which are growing and expanding . . . especially for those 
that open offices or branches at a distance from the head office. 
The people who are effectively running their own small business 
must feel that they are an integral part of the whole and important 
to its success. If they do not, then the company may be sowing 
the seeds of disaster. 


N a 


Some of the key techniques for maintaining effective 
communications are summarized in Recommendations V. 


Chapter 3 introduction | 
Growth and expansion (and the passage from Stage I through 
Stage III invariably means taking on either an expanded number 


Project-Related of projects or substantially larger projects . . . and both pose 
M ista ke S serious danger to the “health” of a contractor. More importantly, 
if this growth is not handled effectively, the “sweetness of 


success” can rapidly turn into the “disappointment of failure.” 


The problem with project-related growing pains is that, like those 
related to the organization, they tend to creep up on management. 
It is very easy to perceive growth as merely doing the same things 
only more of them. And that is just not true. As the organization 
increases in size and its personnel become increasingly spread out, 
not only do different problems arise but also it becomes more and 
more difficult to focus in on resolving them. 


Contractors who experience growth and expansion generally fall 
afoul of one of five major project-related growing pains: 
Allowing quality control to slide. 

Accepting substantially larger projects than normal., 
Expanding outside familiar geographic areas. 


Taking on projects outside the firm's field of expertise. 
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Failing to control project profitability. 


Once again, it makes sense to look at each of these in turn: 


Allowing Quality Control To Slide 


It ts vitally important to maintain quality. If the 
customer isn't satisfied with the final result, you 
are in deep trouble. 


No company that prides itself on the quality of its products and 
services starts out with the conscious intention of letting it slide. 
And yet, as a company grows and expands, quality begins to 
suffer—as the observations given in Example XIX suggest: 
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Probably the key to maintaining the quality of the firm’s projects 
is to recognize the fact that quality control will decline unless 
specific steps are taken to ensure that it doesn’t. Some of the key 
steps that a firm can take are summarized below in 
Recommendations VI: 
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Accepting Substantially 
Larger Projects Than Normal 


The worst mistake we ever made was to take on a 
project which was much too big for us. It was a 
killer. 


A firm that has been handling projects in the $50,000 to $100,000 
range takes on a $300,000 project. One that is comfortable 
handling $1 million dollar assignments takes on one four times 
as large. This is not automatically disastrous. Each year, many 
firms successfully make the transition from one level to the next. 
However, stepping up in terms of the size can pose serious 
problems since it places increased strain on all areas of the 
organization. 


Some of these pressures are reasonably obvious even when the 
company is engaged in estimating and billing the project (e.g. 
the need for additional field and shop personnel, increased plant 
capacity, etc.). However, other potential pressures and 
stumbling points—such as the complexities of scheduling a 
substantially larger work force, the handling of a far greater 
number of vendors and purchase orders, and the scheduling of 
meetings—are far more subtle . . . and far less easily recognized 
at the start of the project. Unless in-depth planning precedes the 
initial bid, they are likely to become only apparent when the 
project is under way . . . and it is too late to turn back. 


A typical case situation is given in Example XX. 
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In handling the growing pains associated with handling 
substantially larger projects, the contractor should follow the 
recommendations given in Recommendations VII: 
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Quite obviously, every contractor (if they are to grow) has to take 
on large projects (relative to the previous orders) at one time or 
another. The successful firm is one which looks at such projects 
very carefully and is smart enough to walk away when the odds 
are against it. 


Expanding Outside Familiar Geographic Areas 


| Stay at home is my advice!! We've done projects in 
other states and we've opened our own branch 
offices ...and itis very hard to do either successfully. 


Every firm that grows, expands and builds up its reputation will 
eventually find itself considering a project well outside its normal 
geographic area. This may occur for three basic reasons: 


1. The local market area is depressed. 


2. An existing client may invite the firm to work for it at 
another location. 


3. The reputation of the company in a specific market niche 
may attract the attention of firms outside its normal area. 
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The major problems associated with accepting a project in a 
geographic area with which the firm is not familiar are: 


1. 


Inaccurate bidding due to a lack of familiarity with local 
business practices and the productivity of the labor force. 


Labor troubles resulting from the absence of a working 
strong relationship with the local union organizations. 


Appointment of a relatively unskilled individual to assume 
responsibility for the project. 


A lack of attention from the company’s senior 
management. 


Inadequate reporting procedures and systems. 


Poor productivity due to the quality of individuals 
available in local union hiring hall. 


Each one of these problems can result in the company finding 
that there is a very real difference between running a project in 
a different geographic area than managing an identical one in 
the local area—as illustrated in Exhibit XXI. 
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To avoid these problems, the successful contractor adopts the 
steps suggested in Recommendations VIII. 


Taking On Projects 
Outside the Firm’s Field of Expertise 


We tried expanding into metal building siding 
business . . . and found that it was a totally 
different business. It was extremely labor 
intensive... and we lost a lot of money before we 
decided to get out. 


There is always a temptation to take on projects outside the firm’s 
historical range of activities for two reasons: 


1. As a response to the continuing pressure to generate new 
business, and 


2. Asa result of the belief that, given the company’s broad base 
of skills, one project can’t be greatly different from another. 


As a result, it is not uncommon to see a firm that has specialized 
for years in satisfying the needs of industrial clients suddenly 
accepting work on a hospital or high rise building. Sometimes, 
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this is inevitable. The company’s current market niche 
“evaporates” for period of time leaving it with no alternative but 
to find new markets. 


However, the point that management must recognize is that there 
is a learning curve associated with each new activity ... and it is 
unrealistic to expect that, overnight, the firm can successfully 
handle a project outside its traditional field. Over time, there is 
no reason why it can’t develop a successful program in the new 
area. In the short run, however, it must recognize that it is, in 
effect, starting business anew . . . and thus must budget and plan 
for higher than normal costs. 


Some examples of the problems which a firm can face when 
moving in new segments of the market are illustrated in 
Example XXII. 


Any action which has the potential to place the future of a 
company in jeopardy has to be very carefully evaluated. This is 
not to suggest that risks shouldn't be taken—especially if, long 
term, the additional skills and information will provide the firm 
with an additional competitive edge. However, any firm 
considering bidding on a project which would take it out of its 
traditional fields of expertise should review the following 
recommendations: 


Failing To Control Project Profitability 


The bigger the firm becomes, the harder it is to 
really control project profitability. 


As pointed out earlier in this manual, the larger a company 
grows (in terms of its projects, personnel, vendors, etc.), the 
more difficult the task of effective management becomes. 
While it may be possible to maintain control of the profitability 
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(during Stage I) of one or two small projects generating only a 
limited amount of paperwork and information, controlling the 
profitability of numerous projects (in Stage III) becomes an 
information and paper intense activity. . 


Too often, contractors lose sight of the fact that the profitability 
of a project (over and above any bid or agreed amount) can only 
be dramatically influenced by one of two things, namely: 


1. Buying out the materials below the estimated cost, and 


2. Performing the work more effectively than has been 
projected. 


Purchasing then becomes a key activity if the firm is to maximize 
the profitability of the project . . . and this is generally recognized 
since it is relatively easy to identify the cost savings. Job-site 
productivity is rather more difficult to measure and control... 
and yet it is here that the bottom line can be dramatically 
impacted. If the contractor can minimize labor costs and 
maximize the productivity of the work force then it is well on its 
way to achieving its optimal profit margins. 


However, if you look at firms which are struggling with their 
project profit margins, you will often find a number of common 
characteristics: 

Project planning is cursory or superficial. 

Field reporting and data gathering is limited. 


Weak or ineffective systems and procedures. 
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Inadequate feedback to the estimating personnel on the 
accuracy of the original estimates, and 


5. Motivation of their personnel is insufficient to generate the 
necessary operation-wide emphasis on bottom line 
profitability. 


Some examples of loss of project control are given in Example 
XXIII. 
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As suggested in Recommendations X, the keys to the successful 
management of project profitability lie in developing 
appropriate systems and procedures . . . and ensuring that all 
personnel are motivated to fully utilize them. 


40 


SS 
QZ 


41 


CHAPTER 4 


Downsizing 


introduction 

“Downsizing” (which originally became popular in the late 80s) 
is the name given to the concept of responding to downturns in 
the marketplace (and hence a reduction in the company’s 
revenues) by eliminating or reducing non-essential 
expenditures. In more recent times, it has become one element 
of the broader concept known as “right sizing.” 


Right sizing emphasizes that companies are in a continuous state 
of change and thus are continually adjusting their size and 
organizational structure to match the needs of the marketplace. 
For example, one year, a company may be expanding (and thus 
is concerned with the problems of growth) and the next it may 
be experiencing the need to downsize (to adapt its operations to 
reduced market opportunities). 


The observations of some contractors with regard to downsizing 
are given in Example XXIV: 


The Key Elements in Effective Downsizing 
To handle the impact of a declining market, management needs to: 


1. Recognize the warning signals. 


2. Understand the company’s variable costs (i.e. what can be 
downsized), and 


3. Implement the appropriate steps. 
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The difference between success and failure in business can often 
be relatively small . . . and failing to respond appropriately to 
changing market conditions can be potentially fatal. The 
successful contractor, therefore, is one that appreciates this fact 
and thus continually monitors the “health” of both the local 
economy and the company itself. 


Recognizing the Warning Signals 


We never saw the downturn coming!! I guess we 
just weren't looking at the big picture. 


No manager should ever have to make this admission. Each and 
every firm generates financial and operating information which 
can provide it with the necessary warning signals. However, not 
all firms use the same signals . . . and each contractor has to 
decide what would be appropriate for their specific business. 


Let’s, very briefly, look at some of the signals that firms use; 
signals which can be broadly categorized as being either 
economic, project-related, or financial. 


Overall local market economy 

Many firms—especially the larger ones—closely monitor 
projections for the local economy as a whole through discussions 
with regional economists (from academia, banking, etc.) and 
gather general data on overall market conditions. While this 
information is always useful, it tends to be rather too generic an 
approach for most small- and medium-sized contractors that are 
more concerned with individuals clients and situations. As a 
result, they tend to focus more on specific industry data and 
information . . . such as the number of cars sold, the production 
of steel, etc. and on events impacting local firms and businesses. 


Dollar backlog 

A more company-specific measure of its future “health” is its 
dollar backlog—representing the amount of business (already 
awarded the firm) that the company has yet to complete. Just 
knowing this amount can help management get a sense of where 
it stands. However, it is better to plot out (either by hand or on 
a computer) the information for the past two to five years so that 
management can immediately see what is happening to this key 
factor. If the backlog begin to decline then, quite obviously, the 
company has to either generate additional business or cut back 
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the organization (and hence its costs) to meet the lower 
expectations. 


While this is a familiar and quite effective way of keeping track 
of the future volume of business, it can be somewhat deceptive 
and misleading for a number of reasons: 


1. This measure tends to be highly sensitive to major 
fluctuations from month-to-month as individual projects 
are either completed or added—especially if they are 
major projects. 


2. A firm may be enjoying its largest backlog in history but 
have virtually no cash flow scheduled for some months to 
come. i 


There are a couple of ways of improving the effectiveness of this 
approach. One is to use what is called a “moving average”. The 
company calculates its backlog for the current month, adds this 
figure to those for the previous eleven month, and divides by 
twelve to get a moving average backlog. Each month, it adds one 
month to the new figure and drops the corresponding one from 
the previous year. The advantage of this variation is that it 
smoothes out the month-to-month fluctuations. Another 
approach is to project the backlog on a monthly basis rather than 
as a single figure thus providing greater information as to the 
likely timing of the revenue. 


Project dollar bid/hit rate 

This is another measure used by many firms to determine their 
situation. At the end of each month, the total dollar volume of 
projects outstanding (i.e. bid but not yet awarded) is calculated 
and compared with the previous months (again a visual 
presentation makes it far easier to see any changes). 


The major disadvantage with this approach is that simply bidding 
a project does not mean that the company will be awarded the 
contract and thus many companies combine the total bid amount 
with an ongoing “hit rate” (i.e. the percentage of projects 
awarded to the total number bid). This gives them two different 
warning signals. If either the total bid amount or the hit rate begin 
to decline, they are alerted to the possible need to downsize. 


Even when combining these two factors, care has to be taken not 
to be confused by the results. While both the total amount bid 
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by a firm and its hit rate may be holding steady or even 
increasing, this may mean nothing more than the fact that the 
company is bidding more (in, for example, an attempt to enter a 
new market) and is winning a higher percentage of only the 
smaller projects. Furthermore, the “hit rate” is a historical figure 
and, while it shouldn't vary dramatically from month-to-month, 
it is quite conceivable that it can (resulting, say, from the addition 
of a new estimator). 


Expected value dollar bid estimates 

This is a variation on the previous approach in that it replaces 
the “hit rate” with an estimate of the probability that each 
individual project will be obtained. This can be best explained 
with a simple example: 


The critical estimate here is the probability that the firm will be 
awarded the project. Even if it is a negotiated contract with only 
one bidder, the probability will not necessarily be 100% since the 
project may never be funded. The common argument against this 
approach is as follows: 


How can I estimate the probability of our getting that project? 
Your guess is as good as mine. I don’t have the slightest ideal! 


However, even a guess may be better than nothing. After all, ifthere 
are five bidders and no additional information then the probability 
is 20%. A comment that the firm was one of the top three bids 
would, normally, result in an increase in the probability to 33%. 


The more sophisticated firms go one step further with this 
approach and conduct a competitive business strategy and 
analysis. This means that they look not only at the historical 
bidding history of each of their competitors but also at their likely 
margins, their current need for additional business, etc. If they 
are bidding against a firm that has a high cost structure and has 
traditionally been a high bidder then they will undoubtedly 
increase the projected likelihood of success. 
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Income statements and variances 

Some firms prefer to rely on their financial statements—such as 
the income statement—to provide insights as to whether or not 
there is a need to begin downsizing. By looking (on a monthly 
or quarterly basis) at total revenues and expenses and at the 
profit before taxes (both in dollars and as percentages), 
management can determine what is happening to the company’s 
financial situation . . . and thus whether or not there are trends 
which suggest the need for action. 


Also used in a similar manner are the monthly actual 
performance versus budget summaries . . . with the emphasis 
placed on major variances which can highlight serious 
organizational problems and thus alert management to the need 
to take action. An advantage of this approach is that the analysis 
can be conducted on a departmental basis thus more accurately 
pinpointing operational weaknesses. The main disadvantages of 
using financial statements to generate warning signals is that (a) 
they are historical (although not badly so if the analysis is 
conducted on a monthly basis) and (b) they are subject to both 
short-term fluctuations and errors. 


Comparative industry data 

An important addition to the income statements and variances 
approach is the use of comparative industry data. SMACNA, for 
example, publishes an annual Financial Survey and Ratios report 
which enables a member to compare his/her firm's performance 
with that of other contractors in terms of: 


1. General financial ratios—such as the Current Ratio, Acid 
Test Ratio, Debt to Equity Ratio, Return on Investment, 
Average Age of Accounts Receivable and Retainage 
Receivable, Overhead to Materials and To Labor, Working 
Capital Turnover, and Net Profit before Taxes to Working 
Capital. 


2. Specific industry segment operating expenses and 
tatios—for firms of a comparable size (under $1 million, $1 
to $2 million, $2 to $3 million, $3 to $5 million, $5 to $10 
million, and over $10 million), similar business activities (e.g. 
Architectural Sheet Metal, HVAC Commercial, Industrial, 
Mechanical, Residential, Sheet Metal, Sheet Metal & 
Roofing), and by region (Eastern, Midwestern, Western 
and Canadian). 


Some of the comments made by contractors on their approaches 
to recognizing the warning signals are given in Example XXV: 


Some suggestions on the key elements of a “warning 
system”"—for all sizes of contractor—are given in 
Recommendations XI: 
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Understanding the Company’s Variable Costs 


All costs are variable. It is just that some are more 
readily variable than others!! 


In accounting terms, costs are generally described as being either 
fixed or variable . . . with fixed costs continuing irrespective of 
the level of business (e.g. a long-term lease on a building for 
which the company is liable independent of whether or not it 
generates any income) and variable costs (e.g. personnel who 
are hired and fired according to the level of activity). 


As suggested by the above quote, however, all costs are variable 
to some degree and management needs to look at operating 
expenses—on a line-by-line basis—and determine: 

a. The feasibility of reducing specific expenses. 

b. The speed with which reductions can be implemented, and 


c. The level and nature of the impact resulting from specific 
reductions. 
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The feasibility of reducing specific expenses 

The expenses of an organization—from a cost-cutting 
perspective—can generally be considered as falling into one of 
three different categories. They can be: 


1. “Eliminated’—these are expenses which can be totally 
eliminated by the stroke of a pen. Included in this category 
are expenditures for travel and entertainment, the rental of 
automobiles, equipment, office space, etc. (provided any 
legal requirements have been satisfied), salaries and benefits 
paid to employees (as a result of termination), etc. 


2. “Reduced”—included in this category are expenses which 
cannot be totally eliminated but which can be substantially 
reduced by imposing strict expenditure requirements; 
expenses such as phone and mail charges, supplies and 
materials, etc. Other expenses such as salaries can be 
reduced by withholding bonuses or part of the base 
payment, or by placing individuals on part-time. 


3. “Left untouched’—in this category fall expenses such as 
the mortgage on the building, long-term leases, etc. where 
the cost of “escaping” from the legal commitment would 
be either extremely time-consuming or financially severe. 
Of course, in a worst case scenario, even these costs 
become variable. 


The speed with which reductions can be implemented 
Some expenses can be reduced immediately while others take 
anywhere from a couple of weeks to many months or years 
before the impact is finally felt. Again, these can be characterized 
in the following terms: 


1. “Immediate impact’—expenses associated with the 
purchase of facilities and new equipment and the hiring 
of new personnel, etc. can be frozen (unless legal liabilities 
have already been incurred or an emergency situation 
arises). No further expenditures are made until the 
company’s financial situation is improved. 


2. “Short-term impact’—in this category are those expenses 
categories in which action will be rapidly recognized. The 
termination of a secretary or accounting clerk with two 
week’s notice will soon be felt as will the implementation 
of strict policies with respect to travel and entertainment, 
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the purchase of office supplies, and telephone calls . . . 
and the elimination of the payment of planned bonuses, a 
hold-back of part of the salary of the managers, etc. 


3. “Long-term impact”—a decision to eliminate the provision 
of leased cars to the managers, eliminate their 
memberships in local clubs, or discontinue the box at the 
local football stadium will take considerably longer to 
have any substantial impact on the bottom line. . . as will 
be the decision not to renew the lease on a building. 


The impact of specific actions—level and nature 

This is clearly the most important of the three concerns. Some 
steps can be taken quite easily and have a substantial and 
immediate impact on the bottom line. However, the long-term 
effect on the company and its ability to compete may be severe. 


A secretary, for example, can probably be terminated with little 
more than two weeks notice and the savings will rapidly impact 
the bottom line. However, this action will have some negative 
consequences since it will leave a gap in the company’s 
supporting services . . . and this could be critical if the company 
needs to generate numerous reports in the near future. 


Terminating a senior manager with many years of experience 
will save considerably more than the cost of a secretary. It will 
also take rather longer to implement since the company may be 
obliged to carry the salary and benefits for three to six months 
(depending upon the nature of the individual’s contract). 
However, the “gap” left may be considerably greater and 
replacing him or her may be far more difficult. Furthermore, the 
absence of this individual may make the company less 
competitive on upcoming projects. 


Similarly, the lease on all the company’s cars can be canceled 
with one phone call. While this has the potential for substantial 
cost savings and will probably not have a great impact on the 
performance of those enjoying the cars, it will almost certainly 
result in an immediate bill for the pay-off of the leases... anda 
potential law suit. 


In most companies, there are expense categories which can be 
readily reduced without having serious impacts. Travel and 
entertainment budgets can be dramatically reduced for a period 
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of time. All hirings, wage increases, bonuses, etc. can be frozen. 
Company expenditures on supplies and telephone expenses can 
be limited. And repairs or improvements can be postponed. 


Some comments on understanding the company’s variable costs 
are given in Example XXVI: 


As indicated in Recommendations XII, a manager needs to have 
a sound understanding of the company’s cost structure... and 
the possible downsizing opportunities. Management has to look 
carefully at the alternatives, weigh its options, and determine the 
likely impact of specific actions. 
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Implementing Appropriate Steps 

There is little to be gained by having an elaborate “warning system” 
and a series of contingency plans if management doesn’t take 
action. And taking action is often the difficult part since a manager 
is invariably torn between the hope that the situation will turn 
around (and that one should be positive about the future) and the 
realization that the longer he/she delays taking action the more 
likely it is that the company will suffer a serious setback. 


Different firms have different approaches—as shown in 
Example XXVII: 


No two firms will react to the need to downsize in exactly the 
same way. Each firm’s situation is unique . . . and thus there can 
be no standard recommendations as to a course of action. 
However, the course of action followed by one firm is given in 
Recommendations XIII: 
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The extent to which a firm can downsize depends on two key factors: 


1. Its basic condition (i.e. is it “lean and mean” or does it have 
a lot of “fat”), and 


2. The degree to which management perceives the future as 
favorable or unfavorable . . . and thus the extent to which 
it feels a pressure to downsize. 


Many successful contractors in the 90s have a “lean and mean” 
philosophy. They believe, rightly so, that their ability to compete 
is a function of keeping their costs to a minimum. As a result, 
their employees generally work long hours so that the company 
can function with very few additional personnel (other than, as 
Suggested in Chapter 2, having one or two people in training for 
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advancement). These firms will, of course, have far less potential 
for short-term reductions than a firm which is heavily overstaffed. 


Furthermore, if management feels that the market slowdown will 
be relatively mild and of short duration then it may choose to 
hold on to all its core personnel in the expectation that they will 
be fully employed again in the very near future. On the other 
hand, if the bottom is about to drop out of the local market for 
an extended period of time (and the company isn't able or 
doesn’t want to risk taking on business in other geographic 
areas) then the downsizing program has to be much more drastic. 


Conclusion 

Downsizing is an activity (designed to maximize the effective 
utilization of the company’s resources) which becomes vitally 
important when data and information suggest that revenues are 
likely to decline (either for the company as a whole or ina particular 
department or division) and that actions need to be taken to bring 
costs and expenses into line with the projected revenues. 


Successful contractors are those which handle downsizing as a 
key element of their regular planning and review process and 
utilize the various steps suggested in Recommendations XIV: 


Rashness (i.e. taking unnecessary action) is not recommended, 
However, neither is failure to take action when it is needed. The 


successful contractors are those that are able to continually 
modify and shift the organization so that it is in balance with the 
marketplace around them. 
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Some F inal As the reader will have gathered from the previous pages, 
Th ou g hts successful management of a contracting company is not an easy 
task. The external environment is continually changing with the 
resulting flow of good news and bad news. One phone call 
(especially for small- and medium-sized firms) can often make the 
difference between a great year and a disastrous one. And 

internally, there is a continual change of personnel and projects. 


Unfortunately, they are no “secrets” to success: Instead, there are 
four key elements: 


1. Planning and looking ahead to see what is coming. 


It is vitally important that managers take a thoughtful and 
long-term approach to the business and not become bogged 
down in minor, day-to-day operations. It is all too easy to 
focus on putting out fires and ignore the need to look ahead 
and plan for the future. 


2. Handling the organizational growing pains effectively 
during the good years. 


The good years are, hopefully, when the firm builds up its 
resources to carry the firm through the lean years (and few 
firms are immune from the periodic downturn in their 
markets). It is critically important, therefore, that these years 
not be wasted. Growth and expansion place severe 
pressures on both a company’s people and its financial 
resources and these need to be carefully planned and 
handled. Furthermore, too often, essential activities (such as 
marketing and new business development, 
communications, etc.) are forgotten... andthe “good years” 
` can become a nightmare. 


3. Avoiding foolish project-related mistakes. 


Managers, like everybody else, are generally excited by the 
prospect of a new project or opportunity. Chasing business 
(and getting it) is exciting. And thus it is very easy to commit 
the company to projects which are really beyond the firm’s 
capabilities (either in terms of size or scope or location). The 
successful manager avoids such temptations. By contrast, 
performing the work is less stimulating. It involves days of 
time consuming work and, often, frustration. As a result, it is 
easy to let the quality slide and lose sight of the bottom line. 
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4, Taking action . . . especially when faced with a declining 
marketplace. 


Looking ahead is important because there will usually be 
warning signals. Then, when the future doesn’t look too 
bright, a manager has to be prepared to analyze the situation 
and take appropriate action. It is all too easy to let matters 
drift and then look back and see what might have been done. 
The successful manager recognizes the realities of the 
situation and implements a game plan. 


A company rarely has only one single problem at any one time. 
Even when management identifies just one major problem, a. 
consultant will invariably discover that, in reality, there are a 
number of interrelated problems which cannot be resolved 
individually. They have to be looked at and tackled as part of an 
integrated plan . . . an overall approach to the business of being 
in business. 


